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Health Care Industry Developments

—

1999/2000

Industry and Economic Developments
What are the industry and economic conditions facing health care
organizations in the current year?

The demand for health care services continued its upward trend
in 1999 due to the rising consumerism and aging of the baby
boom generation, w ith health care purchases accounting for
about 14 percent of the gross domestic product. As this segment
of the population continues to age, overall health care spending
could continue to clim b, particularly for outpatient care and
pharmaceutical services and products. Meanwhile, consumers of
health care services have continued their demand for quality in
the health care services they receive. They have become increas
ingly sophisticated in their knowledge of these services, driven in
part by the growing use of the Internet to obtain information on
health care services, as well as direct advertising to consumers,
particularly by pharmaceutical companies.
Despite increased demands and expectations by health care con
sumers, the pressure on providers of these services to cut costs
and achieve greater efficiencies continued. Bill payers, including
the government, employers, and third-party payers, are continu
ing their demands on the providers of health care services for
more efficiency and productivity improvements. The federal gov
ernment has been aggressive in pursuing health care cost savings,
as the number of health care consumers enrolled in the federal
Medicare Program increased. The federal Balanced Budget Act
(BBA) of 1997 included provisions aimed at providing significant
cost savings that were estimated to provide for reduced hospital
payments of $ 115 billion over five years. The health care indus
try, however, has been working to redress some of the payment
cuts included in the BBA of 1997.
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Greater financial resources have been allocated by the govern
ment for compliance audits and to uncover instances of fraud,
waste, and abuse in governmental health care programs. The im 
pact on auditors of the efforts to uncover fraud in governmental
programs is addressed in the discussion titled “Governmental In
vestigations Relating to Fraud and Abuse Violations” in the “Reg
ulatory, Legislative, and Other Developments” section o f this
Audit Risk Alert.
In addition to the demands of consumers and bill payers, forprofit health care organizations also have to address the need of
providing optimum returns to shareholders.
M anaged care plans are feeling pressure to achieve more effi
ciency and better quality measures, reduce utilization, and in 
crease choices for recipients of health care services. Consumers,
however, have begun to reject certain cost-saving techniques, and
new laws have been passed that affect hospital utilization by re
quiring managed care plans to allow longer hospital stays for cer
tain patients. In an effort to maintain and grow market share in
recent years, managed care plans did not increase premiums suffi
ciently to cover significant cost increases, particularly rising phar
m acy costs. As a result, m any m anaged care plans found
themselves with significant operating losses. Recently, some have
changed their focus from increased m arket share to increased
profits. Premium increases that had moderated in recent years
have begun to rise.
Enrollment by Medicare participants in managed care organiza
tions remains strong. However, m any managed care companies
have dropped their coverage of Medicare plans, blam ing an in
creasing gap in the am ounts they m ust pay out to providers
such as doctors, pharmaceutical companies, and hospitals, and
the reduced federal payments received as a result of the BBA of
1997.
As health care organizations find themselves trying to achieve
the dual objectives of m eeting consumer demand and cutting
health care costs, most industry sectors have responded by con
solidating, w hich continues to be a dom inant factor for the
8

health care industry. W ith consolidation come dramatic changes
in the structure of an entity. In an effort to create greater cost ef
ficiencies, departments are combined and duplicate functions are
eliminated.
Auditors should consider the im pact of such changes on the
health care organization’s internal control. Statement on A udit
ing Standards (SAS) No. 55, C onsideration o f In tern a l C on trol in
a F in a n cia l S ta tem en t A udit (AICPA, P rofession al S tandards, vol.
1, AU sec. 319), outlines the auditor’s responsibilities with re
gard to considering a client’s internal control in planning and
perform ing an audit. In addition, auditors should consider
whether the client has appropriately accounted for the consoli
dation. Goodwill arising from a purchase transaction m ay be an
especially judgm ental area and is therefore likely to require close
scrutiny.1 The issue of goodwill as it relates to entities reporting
to the Securities and Exchange Commission (SEC) is addressed
in the discussion titled “SEC Issues and Developments” in the
“Accounting Issues and D evelopments” section of this A udit
Risk Alert.
C ertain models aimed at containing costs, such as physicianhospital organizations (PHOs) and physician practice manage
m ent com panies (P P M C s), have not always provided the
expected benefits and as a result, some have filed for bank
ruptcy. In some instances, these organizations had assumed the
financial risk for patient care, and were affected by rising costs,
such as pharmaceutical costs, which have been rising at double
digit annual rates. M any hospitals running their own managed
care businesses have also been experiencing financial losses. As
such, auditors should be fam iliar w ith their responsibilities
under SAS No. 59, T he A u d ito r’s C on sid era tio n o f a n E n tity’s
A b ility to C o n tin u e as a G oin g C on cern (AICPA, P ro fessio n a l
S tandards, vol. 1, AU sec. 341). SAS No. 59 provides guidance
1 The Financial Accounting Standards Board (FASB) issued an exposure draft of a pro
posed Statement o f Financial Accounting Standards in September 1999, Business
Combinations and Intangible Assets, which among its provisions discusses accounting
for goodwill. Auditors should be alert for the issuance o f a final statement or other
developments related to this FASB project. Further information related to FASB
projects can be obtained from the FASB Web site at www.fasb.org.
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to the auditor in conducting an audit of financial statements in
accordance with generally accepted auditing standards (GAAS)
w ith respect to evaluating whether there is substantial doubt
about the entity’s ability to continue as a going concern. Contin
uation of an entity as a going concern is assumed in financial re
porting in the absence of significant information to the contrary.
Ordinarily, information that significantly contradicts the going
concern assumption relates to the entity’s inability to continue to
meets its obligations as they become due without substantial dis
position of assets outside the ordinary course of business, restruc
turing of debt, externally forced revisions to its operations, or
similar actions.
Auditors should consider whether the continued industry trend
toward consolidation represents a fraud risk factor that should
be considered in the assessment of the risk of material misstate
ment due to fraud under SAS No. 82, C onsideration o f F rau d in
a F in a n cia l S ta tem en t A udit (AICPA, P rofession al S tandards, vol.
1, AU sec. 316). SAS No. 82 provides guidance to auditors in
fulfilling their responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial state
ments are free o f m aterial m isstatem ent, w hether caused by
error or fraud. SAS No. 82 states that although fraud is a broad
legal concept, the auditor’s interest relates specifically to fraudu
lent acts that can cause a m aterial misstatement of the financial
statements.
Help Desk—Further information on implementing SAS No.
82 is available in the AICPA publication Considering Fraud in a
Financial Statement Audit: Practical Guidance fo r Applying SAS
No. 82. This publication provides an in-depth understanding of
SAS No. 82, supplemented by practice aids and examples in
cluding common fraud schemes and expanded audit proce
dures; sample engagement letters, representation letters, and
workpaper documentation; and industry-specific fraud risk fac
tors and guidance for several specialized industries, including
health care organizations. See the “References for Additional
Guidance” section of this Audit Risk Alert for information on
ordering AICPA publications.
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The Com mittee of Sponsoring Organizations of the Treadway
Commission (COSO) recently released a study on fraud in finan
cial reporting. F rau du len t F in a n cia l R eporting: 1987—1997 ana
lyzes two hundred random ly selected cases of alleged financial
fraud investigated by the SEC to provide a current profile of the
frauds com mitted, the companies and individuals affected by
fraudulent activity, and the consequences of fraud. An analysis of
the industries frequently involved in fraud noted that approxi
mately 15 percent of the cases examined involved entities in the
healthcare-health products industry. Among the key findings of
the study—
• Most fraud in financial reporting among public companies
was com m itted by sm all corporations, w ith w ell below
$100 million in assets.
• Top senior executives were frequently involved.
•

Boards of directors were dominated by insiders and direc
tors with significant equity ownership and little apparent
experience serving on boards of other companies.

• Typical financial statem ent fraud techniques involved
overstatement of revenues and assets.
See the AICPA general A udit Risk A lert— 1999/2000 (Product
No. 022250kk) for further information on the COSO report.
Health care organizations continued to focus on inform ation
technology developments as they strove to meet the demands of
consumers for up-to-date medical services, as well as implement
the improvements needed to facilitate electronic commerce in
areas such as claims processing. Am ong the top priorities of
health care organizations is the com puterization of patient
records. SAS No. 31, E vid en tia l M atter, as amended (AICPA,
P rofessional Standards, vol. 1, AU sec. 326), provides guidance to
auditors who have been engaged to audit the financial statements
of an entity that transmits, processes, maintains, or accesses sig
nificant information electronically.
The federal government is addressing the issue of privacy con
cerns associated w ith the protection of in d iv id u al health
11

inform ation that is m aintained or transm itted electronically.
See the discussion titled “Governmental Investigations Relat
ing to Fraud and Abuse Violations” in the “Regulatory, Legisla
tive, and Other Developments” section of this A udit Risk Alert
for additional information on this issue.
Also, systems modifications were required as 1999 brought health
care organizations another year closer to the year 2000. See the
discussion titled “Year 2000 Issues” in the “Audit and Attestation
Issues and Developments” section of this Audit Risk Alert for ad
ditional information on this issue.
Executive Summary— Industry and Economic Developments
• Health care organizations are feeling pressure from bill payers who
desire more efficiency and productivity improvements.
• To meet the rising demand for quality health care services, health
care organizations are striving to cut costs by combining resources.
Industry consolidations continue to be a dominant factor for the
health care industry.
• Competitive forces within the industry remain strong and may call
into question the ability of some entities to continue as a going con
cern. In such circumstances, auditors should be aware of their re
sponsibilities pursuant to SAS No. 59, The Auditor’s Consideration o f
an Entity’s Ability to Continue as a Going Concern.
• Auditors should consider whether the continued industry trend to
ward consolidation represents a fraud risk factor that should be con
sidered in the assessment of the risk of material misstatement due to
fraud under SAS No. 82, Consideration o f Fraud in a Financial State
m ent Audit.
• Health care organizations continued to focus on information tech
nology developments, as they strove to meet the demands of con
sumers as well as implement the improvements needed to facilitate
electronic commerce. As such, auditors should be familiar with the
guidance set forth in SAS No. 31, Evidential M atter, as amended.
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Regulatory, Legislative, and Other Developments
What significant regulatory and legislative initiatives should auditors of
health care organizations be aware of?

Governmental Investigations Relating to Fraud and
Abuse Violations
The federal government and many states continue to aggressively
pursue strategies to eliminate fraud and abuse in the health care
system. W ith the General Accounting Office (GAO) estimating
that 15 percent of health care spending is wasted to fraud and
abuse, the Health Care Financing Adm inistration (HCFA) in 
creased and accelerated its efforts to identify and prosecute
providers suspected of fraud and abuse. The government’s intense
focus on health care fraud and abuse has resulted in instances of
fines and penalties that were material to the financial statements of
some health care organizations. M any health care organizations
that are providers of services to patients covered under Medicare or
other federal health care programs have potential exposure to fines
and penalties as a result of laws and regulations governing the
billing and cost reporting process.
The Health Insurance Portability and Accountability Act o f 1996

The Health Insurance Portability and Accountability Act of 1996
(HIPAA) provides hundreds of millions of dollars for programs
designed to detect fraud and abuse in the delivery of health care.
Under HIPAA, direct funding to HCFA relating to the crack
down on fraud and abuse increases from $420 million in 1997 to
$670 million in 2001.
HIPAA established standards for the privacy and protection of
individually identifiable electronic health inform ation. Under
HIPAA, Congress had until August 1999 to enact privacy protec
tion legislation for individual electronic health care information.
If Congress failed to act, HIPAA authorized the Secretary of
Health and Human Services (HHS) to implement privacy pro
tection through regulation.
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In October 1998, HHS proposed new standards for protecting
individual health information that is maintained or transmitted
electronically from im proper access, alteration, and loss of
records. The proposed HHS Security and Electronic Signature
Standards are divided into five categories with the categories fur
ther divided into twenty-six individual requirements. Noncom
pliance can result in one of two types of penalties, and an
organization can be fined for each violation of noncompliance.
The penalties are lim ited to $100 per violation, not to exceed
$25,000 per person per calendar year. Also, according to the stan
dards, penalties for the knowing misuse of health information
can include up to ten years in jail and a $250,000 fine. In addi
tion to the penalties outlined in these standards, injured parties
could use an organization’s noncompliance with these standards
as a basis for civil litigation, which could lead to financial loss,
loss of consumer confidence, and loss of future business for the
health care organization. In general, health care organizations
would be required to comply with the new standards twenty-four
months (thirty-six months for small organizations) after the effec
tive date.
Congress did not enact the privacy protection legislation by the
August 1999 deadline date, so the regulation of electronic med
ical information as a result fell to HHS. Although HHS is pro
ceeding w ith im plem entation of its regulations for electronic
medical information, Congress is continuing to address this issue
and may enact legislation beyond the deadline date.
O ther Regulatory Developments

Laws addressing false claims for payments under a federal health
care program (including Medicare and M edicaid) and applica
tions of the civil False Claims Act to such claims are exposing
health care organizations to potential civil penalties ranging
from $5,000 to $10,000 per false claim plus treble damages. A
w histle-blow er statute that rewards private parties for falseclaim identification has spurred enforcement activity and in 
creased provider risk. Broad interpretations of these statutes by
federal enforcement agencies and whistle-blowers are exposing
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billing violations and unlawful remuneration arrangements to
scrutiny and penalty consideration as potential false claims.
The BBA of 1997, which included Medicare savings provisions,
has been characterized as having the greatest im pact on the
Medicare program since the inpatient prospective payment sys
tem was implemented in 1983. W hile certain provisions of the
BBA were implemented in 1998, others did not take effect until
1999. Among its provisions, the BBA imposes a civil monetary
penalty of $50,000 and damages of up to three times the amount
of money involved against an entity that either—
1. Arranges or contracts with an individual or entity that it
knows or should know has been excluded from a federal
health care program.
2. Violates the antikickback provision of the Medicare and
Medicaid statute.
As a result of legislative changes crim inalizing false statements
made in connection with private health care benefits, fraud against
private insurers and self-insured employers can now be more easily
prosecuted by government authorities. Meanwhile, private insur
ers are apparently increasing their own efforts to detect fraudulent
activities (including false claims and kickbacks) and recoup related
reimbursements, sometimes based on the Racketeer Influenced
and Corrupt Organizations Act (RICO).
Government investigations may focus on a broad range of prac
tices. The Office of the Inspector General (OIG) of the U.S. De
partment of HH S, one of the federal agencies that investigates
suspected cases of health care fraud and abuse, has issued a work
plan for 1999 which is dominated by an audit and compliance
agenda. Some of the areas indicated for investigation by the OIG
are—
• Improper coding of Medicare claims, and whether agree
ments between providers and billing service companies
meet Medicare criteria.
• Excessive visits to nursing home patients.
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• Duplicate billings to regional carriers and regional home
health intermediaries for durable medical equipment.
• Vulnerabilities in the reassignment process.
In addition, the OIG has indicated that the following areas are of
special concern:
• Billing for items and services not rendered, and providing
medically unnecessary services
•

“Upcoding,” or using a code that provides for higher pay
ment than warranted by the service provided

• Incorrectly reporting costs in cost reports, including incor
rectly apportioning costs; reporting costs of noncovered ser
vices, supplies, or equipm ent in allowable costs;
manipulating statistics to obtain additional payments; and
inappropriately reporting depreciation or interest expense
• Claims for outpatient services that should have been con
sidered part of an inpatient stay
• Teaching hospitals’ practices of billing for services actually
performed by interns and residents
• Duplicate billing (more than one claim for the same ser
vice or filing claims with m ultiple prim ary payers), false
cost reports (particularly, home health agencies and other
providers continuing to be cost reimbursed), unbundling
(fragmenting what is considered a single service— for ex
ample, a lab test— to increase reimbursement), and billing
for a patient discharge rather than a transfer
•

Patients’ freedom of choice, particularly related to dis
charge planning activities

•

Failure to refund credit balances

•

Hospital incentives that violate the antikickback statutes or
other similar federal or state laws (including excessive payments
to physicians for services or for their medical practices)
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• Joint ventures or other financial arrangem ents between
hospitals and hospital-based physicians
• The Lim itation on Certain Physician Referrals law, also
known as the Stark physician self-referral law (see the dis
cussion titled “Stark Law Issues” later in this section for
more information)
• A knowing failure to provide covered services or necessary
care to a member of a health m aintenance organization
(HMO)
•

Patient dumping

On July 8, 1999, the OIG issued a Special Advisory Bulletin stat
ing that “gain sharing” arrangements that provide physicians with
financial incentives to reduce or lim it items or services furnished
to patients under their care were prohibited by statute, and sub
ject to a civil monetary penalty of $2,000 for each patient covered
under the arrangement. The OIG stated that this statute may also
prohibit some hospital-physician joint ventures, including spe
cialty hospitals, because these arrangements, whereby investorphysicians participate in profits resulting from cost savings in
clinical care, may induce participating physicians to reduce ser
vices to patients.
Audit Issues

This heightened enforcement activity should rem ind auditors
of their professional responsibilities pursuant to SAS No. 54, Il
leg a l Acts by C lients (AICPA, P rofession al S tandards, vol. 1, AU
sec. 317), in planning and perform ing their audits o f health
care organizations. See the “Fraud and Abuse in the H ealth
Care Industry” section of this Alert for a further discussion of
SAS No. 54.
In addition, SAS No. 12, In q u iry o f a C lien t’s L aw yer C on cern in g
L itiga tion , C laim s, a n d A ssessm ents (AICPA, P ro fessio n a l S tan 
da rd s, vol. 1, AU sec. 337), provides guidance on the procedures
an independent auditor should consider for identifying litiga
tion, claims, and assessments and for satisfying the auditor as to
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the financial accounting and reporting for such matters when
performing an audit in accordance with generally accepted ac
counting principles (GAAP). Financial Accounting Standards
Board (FASB) Statement of Financial Accounting Standards No.
5, A ccou n tin g f o r C on tingencies, addresses the accounting and re
porting for loss contingencies, including those arising from litiga
tion, claims, and assessments.
See the discussion titled “Fraud and Abuse in the Health Care In
dustry” in the “Audit and Attestation Issues and Developments”
section of this Audit Risk Alert for a more comprehensive discus
sion of audit considerations.
Executive Summary— Governmental Investigations Relating to
Fraud and Abuse Violations
• The federal government and many states continue to aggressively
pursue strategies to eliminate fraud and abuse in the health care sys
tem.
• The Health Insurance Portability and Accountability Act of 1996
(HIPAA) established standards for the privacy and protection of indi
vidually identifiable electronic health information. Under HIPAA,
Congress had until August 1999 to enact privacy protection legisla
tion for individual electronic health care information. Congress did
not enact the privacy protection legislation by the August 1999 dead
line date, so the regulation of electronic medical information as a re
sult fell to the U.S. Department of Health and Human Services
(HHS). Although HHS is proceeding with implementation of its reg
ulations for electronic medical information, Congress is continuing to
address this issue and may yet enact legislation.
• Government investigations may focus on a broad range of practices.
The Office of the Inspector General (OIG) of the U.S. Department
of HHS, one of the federal agencies that investigates suspected cases
of health care fraud and abuse, has issued a work plan for 1999 which
is dominated by an audit and compliance agenda.
• Heightened enforcement activity should remind auditors of their
professional responsibilities pursuant to SAS No. 54, Illegal Acts by
Clients, in planning and performing their audits of health care orga
nizations.
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Corporate Com pliance

What are the components of an effective corporate compliance program
for health care organizations?

Government enforcement activities such as those discussed in
previous sections have brought corporate compliance to the plan
ning forefront for many health care organizations. Implementa
tion of a corporate compliance program can assist a health care
organization in avoiding unlawful activities, detecting such activ
ities before significant potential damages are incurred, and estab
lishing that any unlawful activities in which it was engaged were
inadvertent. A w ritten corporate compliance program should
consist of procedures and controls to prevent, detect, and correct
wrongdoing w ithin an organization based on the standards in
cluded in the Federal Sentencing Guidelines.
Compliance plans are voluntary for health care organizations, un
less imposed by the OIG under a corporate integrity agreement
(CIA).
The OIG has issued compliance program guidance for clinical
laboratories, hospitals, home health agencies, third-party billing
companies, hospices, and the durable medical equipment, pros
thetics, orthotics, and supply industry. These publications are
intended to help health care organizations develop effective in
ternal controls that promote adherence to applicable federal and
state laws and program requirements of federal, state, and pri
vate health plans. The components of the com pliance guide
lines are—
1. Written compliance policies and procedures.
2. Designated compliance officer and compliance committee.
3. Training and education for affected employees.
4. Anonymous lines of communication for complaints.
5. Enforcement standards through disciplinary guidelines.
6. Auditing and monitoring.
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7. Procedures for responding to reported offenses and devel
oping corrective action initiatives.
Appendix B of this Audit Risk Alert provides a detailed discus
sion of each of these program components. Also, the OIG’s Web
site contains the full text of all its compliance program guidance
as well as its semiannual reports and work plans. The Web site
can be located at www.dhhs.gov/progorg/oig.
Corporate compliance programs are an important part of an or
ganization's internal control. SAS No. 55, C onsideration o f In ter
n a l C ontrol in a F in a n cia l S tatem en t A udit (AICPA, P rofession al
Standards, vol. 1, AU sec. 319), explains how an independent au
ditor should consider internal control in planning and perform
ing an audit. Auditors may wish to consider communicating with
the client’s board of directors or committee thereof about the or
ganization’s activities or plans regarding corporate compliance. If
an organization does not have an effective corporate compliance
program, the auditor should consider whether this represents a
reportable condition to be reported to the audit committee. SAS
No. 60, C om m unication o f In tern a l C ontrol R elated M atters N oted
in an A udit (AICPA, P rofessional Standards, vol. 1, AU sec. 325),
provides guidance in identifying and reporting conditions related
to an entity’s internal control that are observed during a financial
statement audit.
Statement of Position (SOP) 99-1, G uidan ce to P ra ctition ers in
C on d u ctin g a n d R ep ortin g on an A greed-U pon P rocedu res E ngage
m en t to Assist M a n a gem en t in E valu a tin g th e E ffectiven ess o f Its
C orporate C om plian ce P rogram , provides guidance to practition
ers in conducting and reporting on an agreed-upon procedures
engagement performed pursuant to the AIPCA Statements on
Standards for A ttestation Engagem ents (SSAEs) to assist a
health care provider in evaluating the effectiveness of its corpo
rate compliance program consistent with the requirements of a
CIA.
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Executive Summary— Corporate Compliance

• Government enforcement activities have brought corporate compli
ance to the planning forefront for many health care organizations. A
formal corporate compliance program can assist in avoiding unlaw
ful activities, detecting such activities before significant potential
damages are incurred, and establishing that any unlawful activities
were inadvertent.
• Auditors of health care organizations that do not have an effective
program in place should consider whether this constitutes a re
portable condition to be reported to the audit committee. SAS No.
60, Communication o f Internal Control Related Matters N oted in an
Audit, provides guidance in such circumstances.
• The OIG’s compliance program guidance outlines the components
of compliance programs, which include: written compliance policies
and procedures, designated compliance officer and compliance com
mittee, education and training for affected employees, anonymous
lines of communication for complaints, enforcement standards
through disciplinary guidelines, auditing and monitoring, and re
sponding to reported offenses and developing corrective action ini
tiatives.

Stark Law Issues
Federal physician self-referral legislation, frequently called the
“Stark Law,” prohibits a physician from referring a patient to a
health care organization with which the physician or an immedi
ate family member has a financial relationship for the furnishing
of “designated health services” covered under Medicare or Medic
aid. There are a number of statutory exceptions to the federal self
referral prohibition. Some exceptions are general in nature and
apply to all types of financial relationships, including both own
ership interests and compensation arrangements. Other excep
tions apply only to a financial relationship arising from either an
ownership or investment interest or a financial relationship aris
ing from a compensation arrangement.
The original physician self-referral legislation was passed in
1989 and is applicable only to clinical laboratory services paid
for by Medicare (Stark I). Final regulations have been published
21

interpreting the statutory provisions that were part of the original
physician self-referral legislation. Subsequently enacted statutory
provisions passed in 1995 (Stark II) have been addressed only in a
proposed rule published in the F ed era l R egister on January 9,
1998. HCFA has indicated that final Stark II regulations should
be published near mid-2000. Meanwhile, Congress has asked for
suggestions to simplify and clarify the law, and various interest
groups have requested that the self-referral ban be amended so
that it does not apply to compensation arrangements. Thus, fur
ther developments appear likely.
Given the complexity of the statute and the lack of interpretive
regulations, health care organizations may have substantial ques
tions regarding the types of financial arrangements prohibited,
the health care services covered under the statute, and how vari
ous exceptions should be interpreted. Physicians and health care
organizations requiring guidance on application of this law to
specific arrangements m ay seek an advisory opinion from the
HCFA. The process for obtaining an advisory opinion is also
specified in regulations included in the January 9, 1998, F ederal
Register. Although advisory opinions are binding only to the par
ties concerned, other health care organizations may wish to re
view them to determ ine how the HCFA m ight interpret
particular statutory provisions.

Internal Revenue Service Developments
What are some of the current tax issues that may affect audits of health
care organizations?

Auditors should be aware of relevant tax laws and regulations and
their potential affect on health care organizations and their finan
cial statements. A not-for-profit health care organization’s failure
to maintain its tax-exempt status could have serious tax conse
quences and affect both its financial statements and related dis
closures, and such failure could possibly require modification of
the au dito r’s report. Failure by both for-profit and not-forprofit health care organizations to com ply w ith tax laws and
regulations could be an illegal act and have either a direct effect
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on the determination of financial statement amounts or an indi
rect effect on the financial statements that would require appro
priate disclosures. SAS No. 54 discusses the nature and extent of
the consideration that the auditor should give to the possibility of
illegal acts in an audit of financial statements in accordance with
GAAS, and provides guidance on the auditor’s responsibilities
when a possible illegal act is detected.
Proposed Regulation on Intermediate Sanctions

D uring the past year the Internal Revenue Service (IRS) has
made or proposed changes to the federal tax laws affecting taxexem pt organizations. The U .S. D epartm ent o f the Treasury
(Treasury) released proposed regulations relating to the three ex
cise taxes on excess benefit transactions between tax-exempt orga
nizations and disqualified persons. The proposed regulations,
published in the August 4, 1998, F ederal R egister, define an excess
benefit transaction as any transaction in which an economic ben
efit is provided to any disqualified person if the value of the eco
nomic benefit provided exceeds the value of the consideration
received. An excess benefit also includes certain revenue-sharing
transactions, and can occur through entities controlled by or af
filiated with tax-exempt organizations. A disqualified person is
defined in the proposed regulations as a person who, at any time
during a five-year period beginning after September 13, 1995,
and ending on the date of such transaction, was in a position to
exercise substantial influence over the affairs of the organization.
The three excise taxes are severe and are known as intermediate
sanctions because they can be imposed instead of or in addition
to revoking an organization’s exempt status. Two of the proposed
excise taxes apply to disqualified persons who benefit economi
cally from a transaction.
1. A disqualified person who receives an excess benefit from a
transaction is liable for a tax equal to 25 percent of the
excess benefit.
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2. If the excess benefit transaction is not corrected within the
taxable period, that disqualified person is then liable for a
tax of 200 percent of the excess benefit.
A third excise tax applies to organization managers, defined in the
proposed regulation as any officer, director, or trustee of the orga
nization, or any individual having similar powers or responsibili
ties. An organization m anager who participates in an excess
benefit transaction is liable for a tax equal to 10 percent of the ex
cess benefit, not to exceed $10,000 with respect to any one excess
benefit transaction.
It is anticipated that the final regulations w ill be issued in late
1999 or early 2000.
Public Disclosure Requirements

The IRS and Treasury have issued regulations relating to a taxexempt organization’s obligation to provide the public w ith
copies of its annual IRS information return (Form 990) and ex
emption application (Form 1023 or Form 1024). These regula
tions took effect on June 8, 1999.
The prior rule only required that an exempt organization make
copies of its Form 990 and exemption application available “for
inspection” at its offices. The new rules require an organization to
provide copies of these documents on request. Specifically, public
access must be provided promptly on request by—
• Allowing inspection of the documents at the organizations
office or offices.
• Providing copies of the documents promptly in response
to any in-person request or within thirty days for a written
request.
The documents that must be made available are—
• The three most recent Form 990s.
• The exemption application.
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Certain information can be excluded from public disclosure, such
as Form 990-T, and the list of names and addresses of contribu
tors in the Form 990.
W hen providing these documents to the public, the organization
is permitted to require a payment in advance for actual postage
incurred, and a copying fee of up to one dollar for the first page
and fifteen cents for each additional page. Staff members of the
organization who fail to comply with the new law and regulations
are personally subject to fines and other penalties (that is, the per
son refusing to provide public access gets fined, not the organiza
tion). For failure to provide copies or allow inspection of the
documents, the penalty is twenty dollars for each day the failure
continues. There is a m axim um penalty of $10,000 per Form
990, but no maximum penalty for the exemption application. If
the organization is the subject of a harassment campaign by being
inundated with requests for copies, there is an IRS procedure that
will provide relief.
Organizations do not have to provide copies if the organization
makes these documents available through publication on the In
ternet. Currently, there are several Web sites that offer this service
for a charge.
Transfers and Conversions From Taxable Corporations to
Tax-Exempt Entities

The IRS has issued final regulations involving asset transfers and
conversions from taxable corporations to tax-exempt entities oc
curring after January 28, 1999. A taxable corporation that trans
fers all or substantially all of its assets to one or more tax-exempt
entities is required to recognize gain or loss as if the assets trans
ferred were sold for their fair market value— the asset sale rule.
H owever, the asset sale rule does not apply to transactions that
qualify for nonrecognition of gain or loss as a like-kind exchange
under Sections 1031 or 1033 of the Internal Revenue Code.
If a taxable corporation changes its status to a tax-exempt en
tity, it generally is treated as having transferred all its assets to a
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tax-exempt entity im m ediately before the change in status be
comes effective in a transaction governed by the asset sale rule.
Executive Summary— Internal Revenue Service Developments
• The Treasury released proposed regulations relating to the three ex
cise taxes on excess benefit transactions between tax-exempt organi
zations and disqualified persons. The taxes, known as intermediate
sanctions, because they can be imposed instead of or in addition to
revoking an organization’s exempt status, apply to disqualified per
sons who benefit economically from a transaction and to organiza
tion managers who participate.
• The IRS issued final regulations relating to a tax-exempt organiza
tion’s obligation to provide the public with copies of its annual IRS
information return (Form 990) and exemption application (Form
1023 or Form 1024). Public access to these documents must be pro
vided promptly on request, or severe penalties will apply.
• The IRS issued final regulations involving transfers and conversions
from taxable corporations to tax-exempt entities. The regulations
generally require the corporation to recognize gain or loss in such a
transaction.

Audit and Attestation Issues and Developments
New SOP on Agreed-Upon Procedures Engagements Related to
Corporate Compliance Programs
How will the new SOP 99-1 assist practitioners performing agreed-upon
procedures engagements related to corporate compliance programs?

In M ay 1999, the Auditing Standards Board (ASB) issued SOP
99-1, G u id an ce to P ra ctition ers in C on d u ctin g a n d R ep ortin g on
an A greed-U pon P rocedu res E n ga gem en t to Assist M a n a gem en t in
E valuating th e E ffectiveness o f Its C orporate C om plian ce P rogram .
This SOP provides guidance to practitioners in conducting and
reporting on an agreed-upon procedures engagem ent per
formed pursuant to the AICPA SSAEs to assist an entity in eval
uating the effectiveness of its corporate com pliance program
consistent w ith the requirem ents of a corporate in teg rity
agreement (CIA) entered into w ith the Office of the Inspector
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General (OIG) of the U.S. Department of HHS. The terms of a
CIA are unique to the entity involved; consequently, users of
the SOP need to be familiar with the actual CIA and its unique
requirements. The SOP additionally contains some guidance
that m ay be applied in evaluating an organizations corporate
com pliance program , even though the program was not im 
posed by a CIA.
The SOP describes the conditions for engagem ent perfor
mance. A practitioner m ay perform an agreed-upon procedures
engagement related to management’s compliance with a CIA if
all of the conditions specified in SSAE No. 4, A greed-U pon P ro
ced u res E ngagem ents (AICPA, P rofession al S tandards, vol. 1, AT
sec. 6 0 0 .1 0 ), and in SSAE No. 3, C o m p lia n ce A ttesta tion
(AICPA, P rofession al Standards, vol. 1, AT sec. 500.09—.11), are
met. As discussed more fully in these SSAEs, management’s as
sertions as to its com pliance m ust be capable of evaluation
against reasonable criteria that either have been established by a
recognized body or are stated in or attached to the practitioner’s
report in a sufficiently clear and com prehensive m anner.
Among other things, the SOP discusses user and practitioner
responsibilities, engagement planning, working papers, and re
porting considerations.
Additional discussion of corporate compliance programs is in
cluded in the discussion titled “Corporate Compliance” in the
“Regulatory, Legislative, and Other Developments” section of
this Alert, and the discussion titled “Fraud and Abuse in the
Health Care Industry” below.

Fraud and Abuse in the Health Care Industry
What effect do the allegations of violations of laws and regulations in the
health care industry have on this year’s audits?

Allegations of violations of laws and government regulations
continue to increase in virtually all sectors of the health care in
dustry. The allegations concern violations of a wide variety of
laws and regulations, such as the Medicare and M edicaid AntiK ickback Statute and the False C laim s Act, am ong others.
27

Penalties for violating the laws m ay include denial of otherwise
valid M edicare and M edicaid claims, fines, and civil m oney
penalties (for example, treble damages, plus $5,000 to $10,000
per claim) and exclusion from the Medicare and M edicaid pro
grams. M any lawsuits seeking damages under the civil False
Claims Act have been initiated by private individuals (sometimes
referred to as qui tam relators or “whistle-blowers”) seeking to re
cover a part of the financial penalty assessed against the health
care organization.
Auditors m ay wish to consider including language in the audit
engagement letter in order to clarify the auditor’s responsibilities
with respect to detecting fraud and abuse during a financial state
ment audit.
SAS No. 83, E sta b lish in g an U n d ersta n d in g W ith th e C lien t
(AICPA, P rofession a l S tandards, vol. 1, AU sec. 310), provides
guidance to auditors about establishing an understanding with a
client regarding the services to be performed for each engage
ment. The understanding should include the objectives of the en
gagem ent, m anagem ent’s responsibilities, the auditor’s
responsibilities, and limitations of the engagement.
In addition, the auditor should discuss the auditor’s responsibili
ties under GAAS with members of the organization’s audit com
m ittee, or equivalent body. SAS No. 61, C om m u n ica tion W ith
A udit C om m ittees (AICPA, P rofessional Standards, vol. 1, AU sec.
380), establishes a requirement for the auditor to determine that
certain matters related to the conduct of an audit are communi
cated to those who have responsibility for oversight of the finan
cial reporting process. In com m unicating the auditor’s
responsibility under GAAS, SAS No. 61 notes that it is important
for the audit committee to understand that an audit conducted in
accordance with GAAS is designed to obtain reasonable, rather
than absolute, assurance about the financial statements. Also, SAS
No. 54, I lleg a l Acts by C lients (AICPA, P ro fessio n a l S tan dards,
vol. 1, AU sec. 317), provides guidance regarding communica
tions with audit committees. SAS No. 54 notes that the auditor
should be assured that the au dit com m ittee or others w ith
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equivalent authority and responsibility are adequately informed
with respect to illegal acts that come to the auditor's attention.
W hen auditing health care organizations, the auditor should be
alert to the possibility of illegal acts. SAS No. 54 prescribes the na
ture and extent of the consideration that auditors should give to the
possibility of illegal acts by a client in audits of financial statements
in accordance with GAAS. SAS No. 54 also provides guidance on
the auditor’s responsibilities when a possible illegal act is detected.
SAS No. 54 states that when the auditor concludes, based on infor
mation obtained and, if necessary, consultation with legal counsel,
that an illegal act has or is likely to have occurred, the auditor should
consider the effect on the financial statements as well as the implica
tion for other aspects of the audit.
Under SAS No. 54, the auditor’s procedures vary based on the
auditor’s assessment of the risk of material misstatement result
ing from illegal acts having a direct and material effect on the fi
nancial statem ents. For exam ple, after considering the
organization’s internal controls under SAS No. 54 relating to
coding and billing and considering assessment of risk, the audi
tor m ay decide to test and rely on identified controls, use cod
ing specialists, or em ploy an alytical procedures to evaluate
whether the organization’s controls are sufficient to meet its
control objectives.
An audit performed in accordance with GAAS is not required to
include audit procedures specifically designed to detect illegal acts
that only have an indirect effect on the financial statements. Para
graph 2.39 of the AICPA Audit and Accounting Guide H ealth
Care O rganizations, referring to laws and regulations such as those
dealing with health care fraud and abuse, states that:
Generally these laws and regulations relate more to an entity’s
operating aspects than to its financial and accounting aspects,
and their financial statement effect is only indirect. An auditor
ordinarily does not have a sufficient basis for recognizing pos
sible violations of such laws and regulations. Their indirect ef
fect is normally the result of the need to disclose a contingent
liability because of the allegation or determination of illegality.
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W hether an act is, in fact, illegal is a determination that is nor
m ally beyond the auditor’s professional competence. The audi
tor’s training, experience, and understanding of the client and the
industry may provide a basis for recognizing that some acts com
ing to the auditor’s attention may be illegal. For example, SAS
No. 54 notes that even in the absence of evidence concerning il
legal acts, auditors should make certain inquiries of management
about such matters as the client’s policies relative to the preven
tion of illegal acts, the use of directives issued by the client, and
periodic representations obtained by the client from management
at appropriate levels of authority concerning compliance with
laws and regulations. (Refer to the discussion titled “Corporate
Compliance” in the “Regulatory, Legislative, and Other Develop
ments” section of this Audit Risk Alert for additional informa
tion.) Certain procedures, although not specifically designed to
detect illegal acts, may bring possible illegal acts to an auditor’s at
tention. Such procedures include—
•

Reading minutes of board of directors meetings.

• Inquiring of the client’s m anagem ent and legal counsel
concerning litigation, claims, and assessments.
• Performing substantive tests of details of transactions or
balances.
These considerations take on increasing importance when condi
tions such as those currently encountered in the health care in
dustry exist.
However, determining whether a particular act is illegal generally
would be based on the advice of an informed expert qualified to
practice law, or may have to await final determination by a court
of law. For example, determining whether admitting a patient or
providing a service is medically necessary, whether a resident’s par
ticipation in an operation was properly supervised, or whether a
particular medical procedure or device was properly approved is
not within the auditor’s professional competence.
The AICPA Audit and Accounting Guide H ealth Care O rganiza
tions provides additional discussion of the application of SAS No.
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54 in audits of financial statements of health care organizations.
See the “AICPA Audit and Accounting Literature” section of this
Audit Risk Alert for order information.
Pursuant to SAS No. 85, M a n a gem en t R epresentations (AICPA,
P rofession al S tandards, vol. 1, AU sec. 333), auditors ordinarily
obtain written representations from management concerning the
absence of violations or possible violations of laws or regulations
whose effects should be considered for disclosure in the financial
statements or as a basis for recording a loss contingency. Given
the increase in allegations of violations of laws and government
regulations in the health care industry, the auditor may consider
obtaining additional representations relating to, for example,
management’s knowledge of potential fraud and abuse violations.
Some of the representations that the auditor might consider ob
taining include the following:
•

Receivables
— Adequate provision has been made for estimated adjust
ments to revenue, such as for denied claims, changes to
diagnosis related group (DRG) assignments, and cost
report audits.
— Recorded reserves are necessary, appropriate, and prop
erly supported.
— All peer review organizations, fiscal intermediary, and
third-party payer reports and inform ation have been
made available.
— All required M edicare, M edicaid, and sim ilar reports
have been properly filed.
— Appropriate provision has been made for audit adjust
ments by intermediaries, third-party payers, or other
regulatory agencies.

•

Contingencies
— There are no violations or possible violations of laws or
regulations, such as those related to the Medicare and
Medicaid antifraud and abuse statutes, including but not
lim ited to the Medicare and M edicaid Anti-Kickback
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Statute, L im itation on C ertain Physician Referrals
(the Stark law), and the False Claims Act, in any juris
diction whose effects should be considered for disclo
sure in the financial statem ents or as a basis for
recording a loss contingency other than those dis
closed or accrued in the financial statements.
— Billings to third-party payers com ply in all respects
with applicable coding principles and laws and regula
tions (inclu ding those dealing w ith M edicare and
M edicaid antifraud and abuse), and reflect charges
only for goods and services that were medically neces
sary; properly approved by regulatory bodies (for ex
am ple, the Food and D rug A dm inistratio n), if
required; and properly rendered.
- There have been no communications (oral or written)
from regulatory agencies, governmental representatives,
employees, or others concerning investigations or alle
gations of noncompliance with laws and regulations in
any jurisdiction (including those related to the
Medicare and M edicaid antifraud and abuse statutes),
deficiencies in financial reporting practices, or other
matters that could have a material adverse effect on the
financial statements.
In addition, auditors should refer to the guidance in SAS No. 85.
Representations from legal counsel are often key audit evidence.
The in ab ility of an attorney to form an opinion on m atters
about which he or she has been consulted m ay be indicative of
an uncertainty that should be disclosed in the financial state
ments in accordance w ith FASB Statement No. 5, A cco u n tin g
f o r C on tin gen cies, or SOP 94-6, D isclosures o f C ertain Risks a n d
U ncertainties. SAS No. 58, R eports on A u d ited F in a n cia l S tate
m en ts (AICPA, P ro fessio n a l S ta n d a rd s, vol. 1, AU sec. 508),
states that if the auditor concludes that a matter involving a risk
or an uncertainty is not adequately disclosed in the financial
statements in conform ity w ith GAAP, the auditor should ex
press a qualified or an adverse opinion. Such judgments should
be made in the context of the financial statements taken as a
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whole and in ligh t of the surrounding circum stances. W hen
considering procedures for identifying litigation, claims, and as
sessments and for the financial accounting and reporting for
such m atters w hen perform ing an au d it in accordance w ith
GAAS, auditors should refer to the guidance set forth in SAS
No. 12, I n q u ir y o f a C lien t’s L a w yer C o n ce r n in g L itiga tio n ,
Claims, a n d A ssessments (AICPA, P rofession a l Standards, vol. 1,
AU sec. 337).
The auditor considers FASB Statement No. 5 in evaluating the
adequacy of accrual for or disclosure of the potential effects of ille
gal acts in the financial statements of health care organizations.
Because of the complex nature of Medicare and M edicaid laws
and because such laws are subject to interpretation, auditors may
wish to suggest that health care organizations w ith m aterial
amounts of Medicare or M edicaid revenues disclose the signifi
cance of such revenues (in dollars or percentages) and describe the
complex nature of applicable laws and regulations. They might
also consider suggesting that the financial statements state man
agement’s belief that they are in compliance with the applicable
laws and regulations, but indicate that the possibility of future
government review and interpretation exists.
If investigations of alleged illegal acts are currently in process, or if
claims have been threatened or asserted, additional disclosures
m ay be required by FASB Statement No. 5. Auditors also may
want to consider whether, in view of the far-reaching nature of al
leged violations of laws and regulations in the health care industry,
the disclosure requirements of SOP 94-6, D isclosure o f C ertain Sig
n ifica n t Risks a n d U ncertainties, have been met.
Reporting to the Government

It is unlawful for a health care provider that has received pay
ments from Medicare or any other federal health care program to
keep payments to which it is not entitled, and not disclose the
overpayment to the government. The OIG has indicated that
overpayments or billing errors that do not suggest legal viola
tions should be brought to the attention of the Medicare carrier,
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intermediary, or similar government payment agent. However, in
the October 30, 1998, F ed era l R egister, the OIG published
Provider Self-disclosure Protocol to be followed whenever a
health care provider discovers a practice that potentially violates
federal criminal, civil, or administrative laws.
Executive Summary— Fraud and Abuse in the Health Care Industry
• Allegations of violation of laws and governmental regulations (such
as the Medicare and Medicaid Anti-Kickback Statute and the False
Claims Act, among others) continue throughout the health care in
dustry. Thus, auditors should be aware of their responsibilities pur
suant to SAS No. 34, Illega l Acts by Clients.
• Obtaining representations from the client’s management and from
legal counsel may be especially important in the current environ
ment. Auditors should consider the guidance set forth in SAS No.
85, M a n a g em en t R ep resen ta tion s, and SAS No. 12, I n q u iry o f a
C lient’s L aw yer C on cern in g L itigation, Claims, a n d Assessments.

New Auditing Pronouncements
At the time this Audit Risk Alert went to press, no new State
ments on Auditing Standards had been issued during 1999. See
the discussion titled “ASB Exposure Drafts” in the “On the Hori
zon” section of this Audit Risk Alert for information on proposed
Statements on Auditing Standards.
As a reminder, SAS No. 87, R estricting th e Use o f an A uditors Re
p o r t (AICPA, P rofessional Standards, vol. 1, AU sec. 532), became
effective for reports issued after December 31, 1998. SAS No. 87
provides guidance to auditors in determining whether an engage
ment requires a restricted use report, and describes the circum
stances in which the use of an auditor’s report should be
restricted.
SOP 99-1, G uidance to Practitioners in C onducting a n d R eporting on
an A greed-U pon P rocedu res E n ga gem en t to Assist M a n a gem en t in
E valuating the E ffectiveness o f Its C orporate C om pliance Program , was
issued in M ay 1999 under the authority of the ASB. See the “Audit
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and Attestation Issues and Developments” section of this Alert for
a discussion of the new SOP.
In January 1999 SSAE No. 9, A m endm ents to S tatem en t on Stan
dards f o r A ttestation E ngagem ents Nos. 1, 2, a n d 3, was issued. See
the AICPA general A udit Risk A lert— 1 9 9 9 /2 0 0 0 for a summary
of this Statement and other activities of the ASB.

Year 2000 Issues
What are some of the developments that have taken place in the last
year with respect to the Year 2000 Issue?

Health care organizations have had to sharpen their focus on the
Year 2000 Issue during 1999 as January 1, 2000, approaches.
Briefly, the Year 2000 Issue relates to the inability of many infor
mation technology systems to accurately process year—date data
beyond the year 1999. This is because the majority of computer
programs in use today have been designed to store dates in the
date/month/year (dd/mm/yy) format, thus allowing only two dig
its for each date component. Such programs w ill recognize the
date “01/01/00” as January 1, 1900, rather than January 1, 2000,
and process that data incorrectly, or perhaps not at all.
The Year 2000 Issue poses significant, unique risks for health care
organizations. Among these risks are the following:
• The Year 2000 Issue is not necessarily lim ited to comput
ers but m ay extend to m edical devices w ith im bedded
computer chips that are date-sensitive. Such equipment
could include life-saving mechanisms, such as heart de
fibrillators, pacem akers, and intravenous pum ps. A l
though it is estim ated that less than 20 percent of such
equipment may have year 2000 problems, they must nev
ertheless be inventoried and assessed.
•

H ealth care organizations w ill have to make sure that
vendor-supplied software is year 2000-ready. This prob
lem is likely to be particularly acute, given that over 70
percent of computer software used by health care organi
zations is developed by third-party vendors. Remediation
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of such software may be beyond the control of an internal
information technology staff. As such, there will be heavy re
liance on outside vendors to provide information technol
ogy solutions. The risk is, therefore, greater that health care
organizations will be exposed to a vendor’s failure to support
installed versions of a product or applications.
• Financial pressures related to consolidation and regulation
in the insurance and health care industry are putting pres
sure on information technology budgets, thus lim iting the
resources available to address the Year 2000 Issue.
•

M any health care organizations make extensive use of the
electronic exchange of information and payments with in
surers and claims processors, physician practices, and affil
iated organizations, raising the risks of contam ination
from external parties as well as the effort associated with
ensuring that these external interfaces are all documented
and year 2000-ready.

• As hospitals move toward “just-in-time” computerized de
livery systems, supply chain year 2000-readiness must be
assessed and appropriate contingency plans put in place,
because vital supplies, goods, and services come from busi
nesses outside of the health care organization. Assessments
must extend beyond distributors to materials manufactur
ers.
Clearly, the Year 2000 Issue has the potential to adversely affect
the operations of entities that rely on information technology.
W hat are the auditor’s responsibilities for the Year 2000 Issue?
First, it must be understood that it is the responsibility of an en
tity’s management— not the auditor— to assess and remediate the
effects of the Year 2000 Issue on an entity’s systems. The Year
2000 Issue does not create additional responsibilities for the audi
tor. Under GAAS, the auditor has a responsibility to plan and
perform the audit to obtain reasonable assurance about whether
the financial statements are free of m aterial m isstatem ent,
whether caused by error or fraud, by the Year 2000 Issue, or by
some other factor.
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A detailed discussion of the numerous auditing and accounting
issues related to the Year 2000 Issue can be found in the AICPA
general Audit Risk Alert— 1999/2000.
Auditors should also be aware of the risk of litigation relating to
the Year 2000 Issue. Some clients may be uninformed about the
Year 2000 Issue, while others may underestimate its magnitude.
Those who mistakenly believe that the Year 2000 Issue should be
addressed and resolved as part of the audit process may seek legal
recourse if that outcome is not achieved. Therefore, auditors may
wish to educate their clients concerning the Year 2000 Issue and its
implications. Auditors may wish to incorporate these issues in the
engagement letter by outlining the responsibilities of both the
client and the auditor. By advising the client and planning ahead,
auditors may avoid any potential dispute with the client, while at
the same time offering the opportunity of helping the client under
stand the seriousness of the problem and identifying resources that
may be needed to address the issues.
Help Desk—The AICPA continues to be active in creating
awareness of the Year 2000 Issue among its members and the
public and providing guidance to auditors regarding their re
sponsibilities in audits leading up to the year 2000 through
published books, articles, and other materials, including—

• The AICPA publication The Year 2000 Issue—Current
A ccounting and Auditing Guidance, a comprehensive dis
cussion of the numerous auditing and accounting issues
related to the Year 2000 issue. This publication is avail
able free of charge at the AICPA’s Web site at
www.aicpa.org.
• The AICPA Web site Year 2000 Resource Page, which
contains useful links to various Web sites and publica
tions with additional information on the Year 2000
Issue.
Additional inform ation relating to the Year 2000 Issue is also
available at the following Web sites:
•

Rx2000 Solutions Institute, health cares Year 2000 infor
mation clearinghouse, www.Rx2000.org
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•

HCFA, www.hcfa.gov

•

SEC, www.sec.gov

Executive Summary— Year 2000 Issues
• Unless corrective actions are taken, the Year 2000 Issue may cause
accounting and financial information systems to produce inaccurate
date-related output.
• Year 2000 failures may affect more than just patient accounting. Health
care organizations may see disruptions in patient care, as well.
• Health care organizations may be exposed to risks with medical
equipment containing imbedded computer chips that are date-sensi
tive, with vendor-supplied software for which no support is avail
able, and with electronic information exchange that is not year
2000-ready.

Accounting Issues and Developments
SEC Issues and Developments
What are some issues of concern this year for health care organizations
subject to SEC regulations?

Credibility o f Financial Reporting

In September 1998, SEC Chairman Arthur Levitt made a land
mark speech outlining serious concerns about the credibility of
corporate financial reporting.
In this speech, SEC Chairm an Levitt expressed concern that a
clim ate has been fostered in w hich “earnings m anagem ent,”
where the results of operations reflect the desires of m anage
ment rather than the underlying financial performance of the
company, is on the rise. As a result, the quality of financial re
porting is on the decline. In public companies “earnings man
agem ent” is the pressure to meet or exceed analysts’ earnings
estim ates; an equivalent practice am ong tax-exem pt debt is
suers m ight be “debt covenant m anagem ent.” In particular,
SEC Chairm an Levitt expressed concern with regard to certain
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auditing and accounting practices which are susceptible to being
used to manage earnings. These practices, which are discussed in
additional detail in the AICPA publication A udit Risk A lert—
1998/99, include—
•

“Big bath” restructuring charges.

• Miscellaneous “cookie jar” reserves.
• Abuse of materiality.
• Creative acquisition accounting.
•

Premature revenue recognition.

As a result of these concerns, SEC Chairman Levitt announced
an “action plan” for restoring the credibility and transparency of
financial statements. This action plan includes—
•

Requesting the AICPA, FASB, SEC, and other accounting
and auditing standards-setters to issue additional guidance
in areas such as revenue recognition, purchased research and
development, restructurings, acquisition writeoffs, defini
tion of a liability, and materiality assessment.

• H aving the SEC staff form ally target reviews of public
companies that announce restructuring liability reserves,
major writeoffs, or other practices that appear to manage
earnings. (See the related discussions titled “Restructuring
and Impairment Charges” and “Reserves for Government
Program Settlements” later in this section.)
• C alling for a strengthening of the audit committee’s role
of “watchdog” over corporate financial reporting. In Feb
ruary 1999, the report of a blue ribbon committee spon
sored by the N ational Association of Securities Dealers
and the New York Stock Exchange that addressed en
hancing the effectiveness of audit com m ittees was re
leased. The AICPA general A udit Risk A lert— 1 9 9 9 /2 0 0 0
provides a detailed discussion of the blue ribbon commit
tee’s recommendations.
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Responding to two of the recommendations in the report that
suggest changes to GAAS, the Auditing Standards Board issued
an exposure draft of a proposed SAS, A m endm ents to S tatem ents
on A u d itin g S tandards No. 61, C om m unication W ith A udit
Committees, and S ta tem en t on A u d itin g S tandards No. 71, In
terim Financial Information, in October 1999. A copy of the ex
posure draft can be obtained from the AICPA Web site at
www.aicpa.org.
SEC Chairm an Levitt emphasized that the SEC’s enforcement
division will continue to root out and actively act on abuses of the
financial reporting process, and issued a reminder that the SEC
always stands ready to step in to protect investor interests.
A copy of Chairman Levitt’s speech, “The Numbers Game,” can
be obtained from the SEC W eb site at www.sec.gov/news/
speeches/spch220.txt.
M unicipal Securities Disclosure

In the last few years, there have been numerous instances in which
the SEC has taken action with respect to municipal bond issues in
which disclosure documents contained material misstatements or
omissions of material facts. Auditors of health care organizations
that issue tax-exempt debt should be mindful that although mu
nicipal issuers are not subject to the SEC registration and report
ing requirements that apply to public companies, they are subject
to the same antifraud provisions of the federal securities laws as are
public companies. The antifraud provisions in the Securities Act
of 1933 and the Securities Exchange Act of 1934 generally pro
hibit fraudulent and deceptive practices in the offer, purchase, and
sale of municipal securities. Any person, including municipal is
suers, who makes any false or misleading statement of material
fact or omits any material facts that cause such statements to be
misleading in the context in which the statements are made, vio
lates the federal law. This applies to the issuer’s financial state
ments as well as other communications.
In Interpretive Release No. 33-7049, S tatem en t o f th e C om m ission
R egarding D isclosure O bligations o f M u n icip a l S ecurities Issuers a n d
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O thers, published in the M arch 17, 1994, F ed era l R egister, the
SEC provides guidance and advice to municipal securities issuers
and underwriters in the prim ary and secondary markets in meet
ing their disclosure obligations under the antifraud provisions of
the federal securities laws. The SEC has previously warned mu
nicipal issuers that any information reasonably expected to reach
investors, even if the information does not take the normal form
of a disclosure document and is not directed specifically at mar
ket participants, m ay be viewed as a statement subject to the an
tifraud provisions. Information may include documents, public
statements, and press releases. Penalties for violations of the fed
eral securities laws and rules prom ulgated thereunder include
cease and desist orders, injunctions, monetary damages, fines, or
imprisonment.
W ith respect to m unicipal issues occurring on or after July 3,
1995, issuers are required to provide annual financial informa
tion and “material events” notices to municipal securities infor
mation repositories. These repositories serve as an access point
for retrieval of such information by analysts and m unicipal in
vestors. The “annual financial information” required to be sub
m itted often goes beyond the audited financial statements to
include financial information and operating data. Often, entities
will submit their financial information and operating data in a
transm ittal letter accompanying the submission of the audited
financial statements to the repository, or in a M anagement’s Dis
cussion and Analysis (M D&A) type report accom panying the
audited financial statements. If an auditor’s report is included in
a document submitted to a repository that also contains such in
formation, the auditor should consider the applicability of SAS
No. 8, O ther In form a tion in D ocu m en ts C on ta in in g A u dited Fi
n a n cia l S tatem en ts (AICPA, P ro fessio n a l S tandards, vol. 1, AU
sec. 550).
Analysts have complained to the SEC and the M unicipal Secu
rities Rulem aking Board (MSRB) regarding inadequate disclo
sure by health care m unicipal securities issuers. In January 1999
the M SRB sponsored a meeting for issuers and analysts to dis
cuss ways to improve the disclosure associated with health care
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financing transactions. A Healthcare Steering Com mittee was
formed to address the development of national standards for dis
closure. A copy of the press release announcing this effort can be
obtained from the MSRB Web site at www.msrb.org.
Restructuring and Impairment Charges

M any health care organizations will be dealing with restructuring
and impairment charges due to changes brought about by the im 
plementation of the Balanced Budget Act of 1997. These charges
are being closely scrutinized by the SEC for indications that they
are being used to manage earnings.
W hen reviewing management’s accruals for restructuring charges,
auditors should be aware of the kinds of charges that are allowed
to be accrued for pursuant to relevant accounting literature, in
cluding FASB Emerging Issues Task Force (EITF) Issue No. 94-3,
L iability R eco gn itio n f o r C ertain E m ployee T erm in ation B en efits
a n d O th er Costs to Exit an A ctivity (In clu d in g C ertain Costs I n 
cu rred in a R estructuring), and EITF Issue No. 95-3, R ecognition
o f L iabilities in C onnection w ith a P urchase Business C om bin ation ,
being mindful that management’s estimates are not overly conser
vative.
Often, a significant portion of restructuring charges is repre
sented by im pairm ent charges. FASB Statement No. 121, Ac
c o u n tin g f o r th e I m p a irm en t o f L on g-L ived Assets a n d f o r
L on g-L ived Assets to B e D isposed O f provides different im pair
ment recognition thresholds depending on whether an asset is to
be “held and used” or is to be “held for disposal.” Recently, the
SEC staff set forth views regarding the interaction of FASB State
ment No. 121 and the restructuring consensuses. Although an
entity may have met the commitment date for EITF Issue No.
94-3, the SEC staff does not believe it necessarily follows that the
impairment model used for the assets associated with the restruc
turing should be the “held for disposal” model. The SEC staff be
lieves that a necessary condition for “held for disposal”
classification is that management have the current ability to re
move the asset from operations; when ongoing operations re
quires continued use of the assets prior to their future disposition,
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it is likely that the asset should be classified as “held for use”
rather than “held for disposal.”
W hen assets that do not qualify as “held for disposal” are evalu
ated for im pairm ent in accordance w ith FASB Statement No.
121 and an impairment loss is not recognized, the SEC would ex
pect the useful life and salvage value of the equipment to be re
viewed, with appropriate recognition given to revised estimates of
rem aining life and salvage value. The SEC staff has expressed
concern that the impairment charges being recognized by some
registrants may in fact be the result of a failure to initially choose
an appropriate useful life and salvage value, a failure to subse
quently adjust either of those estimates on a timely basis as com
pany or industry conditions changed, or both. The SEC staff also
believes that the accelerating rate of change which underlies
many restructuring activities should be considered when review
ing asset lives. For further information, refer to the SEC Web site
at www.sec.gov/news/speeches/spch291.htm.
Reserves for Government Program Settlements

Reserves related to government program settlements represent a
significant area of estimation for most health care organizations.
The SEC has expressed concerns over the potential use of reserves
to manipulate earnings by accruing larger-than-necessary reserves
under the guise of “conservatism,” and then reversing those excess
accruals to boost earnings when needed in subsequent periods. As
a result, the SEC is closely scrutinizing the financial statements of
companies that report large adjustments in significant reserves.
See the related discussion titled “Credibility of Financial Report
ing” earlier in this section.
The SEC staff expects registrants to review the propriety of the
reserve amounts at each balance sheet date, and increase or de
crease the accrual based on new events or changes in facts and
circumstances, if appropriate. The SEC staff is likely to inquire
about a health care organization’s policy with respect to estab
lishing and relieving third-party reserves, and to ask what new
facts and circumstances occurred that triggered the adjustment
in the particular period in which it was reported. Increasingly,
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the SEC staff is requiring health care organizations to provide de
tailed disclosures in the notes to the financial statements and the
M D &A with respect to reserve changes, and to explain the rea
sons for the reserve adjustments. In some cases, the staff also is re
questing registrants to include a roll-forward schedule in the
notes analyzing the reserve for government program settlements
with appropriate explanations of all material additions and de
ductions. The SEC staff is also working on a rule proposal to ex
pand the required disclosures for reserves, which m ay have an
impact on reporting of government program settlements, when
issued.
Auditors of health care organizations should also consider the re
quirements of SAS No. 61, C om m unication With A udit C om m it
tees (AICPA, P rofession a l S tandards, vol. 1, AU sec. 380), with
respect to accounting estimates that are particularly sensitive due
to their significance to the financial statements, or the possibility
that future events affecting them may differ markedly from man
agement's current judgments. The auditor should determine that
the audit committee is informed about the process used by man
agement in formulating particularly sensitive accounting estimates
and about the basis for the auditor’s conclusions regarding the rea
sonableness of those estimates.
Goodwill Lives2

The SEC staff continues to scrutinize goodwill lives of health care
companies. Although in certain circumstances the staff has not
objected to longer-term amortization periods, the SEC staff be
lieves that amortization periods of twenty-five years or less are
often appropriate. Accordingly, health care organizations should
be prepared to specifically support their assertion of long-term
lives and should conduct a continuing assessment of initial and

2 The FASB issued an exposure draft of a proposed Statement of Financial Accounting
Standards, Business Combinations an d Intangible Assets, in September 1999 which
among its provisions discusses accounting for goodwill. Auditors should be alert for
the issuance of a final statement or other developments related to this FASB project.
Further information related to FASB projects can be obtained from the FASB Web
site at www.fasb.org.
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remaining goodwill lives. Some factors to consider when assessing
initial and remaining goodwill lives include—
•

Increased competition and industry consolidation.

• Changing third-party reimbursement requirements.
• Technological innovation.
• Changing regulatory environment.
• Employment agreements or relationships with key operat
ing personnel.
Additionally, health care organizations should be aware that the
use of a “blended life” for goodwill and other shorter-lived intan
gibles is generally not supportable. Accounting Principles Board
(APB) O pinion No. 16, B usiness C om b in a tio n s, requires that
identifiable assets be separately valued and amortized.
The SEC has focused considerable attention on intangible assets
of physician practice management (PPM) companies (for exam
ple, goodwill generated in connection with a business combina
tion with medical practices, or “capitalized management contract
costs,” generated in connection with exchange transactions and
management services arrangements with medical practices). The
staff believes that factors inherent in the PPM industry—for ex
ample, significantly increased competition, industry consolida
tion, changing third-party reim bursem ent requirem ents,
technological medical innovation, an uncertain regulatory future,
the ability of a PPM and the medical practices to perform under
the terms of the services arrangement over an extended period,
the uncertain continuity of revenues upon departure of key own
ers-physicians of the practice, and the relative infancy of the med
ical practice management industry— make it difficult to assert
that the PPM arrangement with the medical practices will survive
and provide a competitive advantage on a long-term basis. The
SEC staff believes a relatively short amortization period for intan
gible assets of these companies is generally appropriate and does
not contemplate circumstances where an amortization period in
excess of twenty-five years would be justified.
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SEC Staff Accounting Bulletin— M ateriality3

The SEC staff released Staff Accounting Bulletin (SAB) No. 99,
M ateriality, which addresses the application of materiality thresh
olds to the preparation and audit of financial statements that are
filed with the SEC. The SAB reaffirms concepts of m ateriality as
expressed in accounting and auditing literature as well as long
standing case law. For more inform ation on the SAB, see the
AICPA general A udit Risk A lert— 1999/2000.
Executive Summary— SEC Issues and Developments
• The SEC has expressed concern that a climate has been fostered in
which “earnings management” is on the rise, resulting in a decline in
the quality of financial reporting. As a result of these concerns, the
SEC has announced an “action plan” for restoring the credibility and
transparency of financial statements.
• There have been numerous instances in the last few years in which
the SEC has taken action with respect to municipal bond issues in
which disclosure documents contained material misstatements or
omission of material facts. The Municipal Securities Rulemaking
Board has formed a Health Care Steering Committee to address de
velopment of national standards for disclosure associated with health
care financing transactions.
• Many healthcare providers will be dealing with restructuring and
impairment charges due to changes brought about by the imple
mentation of the Balanced Budget Act of 1997. When reviewing
management's accruals for restructuring charges, auditors should be
aware of the kinds of charges that are allowed to be accrued for pur
suant to relevant accounting literature.

3 Staff Accounting Bulletins (SABs) are not rules or interpretations of the Securities and
Exchange Commission (SEC); they represent interpretations and practices followed by
staff of the Office of the Chief Accountant and the Division o f Corporation Finance in
administering the disclosure requirements of the federal securities laws.
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Newly Issued FASB Statements4
What are the recently issued FASB statements affecting health care
organizations?

Technical Corrections

FASB Statement No. 135, Rescission o f FASB Statem ent No. 75 a n d
T echnical C orrections, was issued in February 1999 and is effective
for financial statements issued for fiscal years ending after February
15, 1999. FASB Statement No. 135 amends existing authoritative
literature to make various technical corrections, clarify meanings, or
describe applicability under changed conditions.
FASB Statement No. 135 also rescinds FASB Statement No. 75,
D eferral o f th e E ffective D ate o f C ertain A ccou n tin g R equirem ents
f o r P ension P lans o f S tate a n d L ocal G overn m en ta l Units. FASB
Statement No. 75 is no longer needed since Governmental Ac
counting Standards Board (GASB) Statement No. 25, F in a n cial
R eportin g f o r D efin ed B en efit P ension Plans a n d N ote D isclosures f o r
D efin ed C on trib u tion P lans, established the financial reporting
standards for defined benefit pension plans and for the notes to
the financial statements of defined contribution plans of state
and local governmental entities.
Transfers o f Assets

FASB Statement No. 136, Transfers o f Assets to a N ot-for-P rofit
O rganization o r C haritable Trust That Raises or H olds C on trib u 
tions f o r O thers, was issued in June 1999 and is effective for finan
cial statements issued for fiscal periods beginning after December
15, 1999, except for the provisions incorporated from Interpreta
tion 42, which continue to be effective for fiscal years ending
after September 15, 1996, with earlier application encouraged.
FASB Statement No. 136 provides guidance for transfers of assets
4 This section summarizes the new FASB Statements issued in 1999 through FASB
Statement No. 137 that may affect health care organizations. Auditors should refer
to the full text of these accounting pronouncements. For a more detailed listing of
accounting pronouncements issued this year, see the AICPA general Audit Risk
Alert— 1999/2000 (Product No. 022250kk).
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to a not-for-profit organization that raises or holds contributions
for other organizations.
Accounting for Derivatives

FASB Statement No. 137, A ccou n tin g f o r D eriva tive In stru m en ts
a n d H ed gin g A ctivities— D eferra l o f th e E ffective D a te o f FASB
S ta tem en t No. 133, was issued in June 1999. FASB Statement
No. 137 delays the effective date of FASB Statement No. 133,
A ccou n tin g f o r D eriv a tive In stru m en ts a n d H ed gin g A ctivities, for
one year to fiscal years beginning after June 15, 2000, and is ap
plicable to both q uarterly and annual fin ancial statem ents.
FASB Statem ent No. 133 established the accounting and re
porting standards for derivative instruments, including certain
derivative instrum ents embedded in other contracts, and for
hedging activities.
For a more detailed summary of accounting pronouncements issued
this year, see the AICPA general A udit Risk Alert—1999/2000.

On the Horizon5
FASB Exposure Drafts
Proposed Statement o f Financial Accounting Standards on
Consolidated Financial Statements

In February 1999, the FASB issued an exposure draft of a pro
posed Statem ent of Financial Accounting Standards, C on soli
d a ted F in a n cia l S tatem ents: P u rp ose a n d P olicy, a revision to an
exposure draft issued in October 1995. This proposed statement
would establish standards that specify when entities should be
included in consolidated financial statements. It would apply to
5 This section briefly summarizes some of the exposure drafts that have been released by
the FASB and the Auditing Standards Board (ASB) for comment that may affect
health care organizations and which were outstanding at the time this Alert went to
press. Auditors should be alert for the issuance of a final statement or interpretation
or other developments related to these FASB and ASB projects. Further information
related to the FASB projects can be obtained from the FASB Web site at
www.fasb.org. Further information related to the ASB projects can be obtained from
the AICPA Web site at www.aicpa.org.
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business enterprises and not-for-profit organizations that control
other entities regardless of the legal form of the controlling and
controlled entities. The proposed statement would—
•

Require that a controlling entity (parent) consolidate all
entities that it controls (subsidiaries) unless control is tem
porary at the time the entity becomes a subsidiary.

•

Preclude consolidation of a new subsidiary if a parent’s
control is temporary at the date that control is obtained.

The proposed statement would supersede the provisions of para
graphs 1-3 and 5 of Accounting Research Bulletin (ARB) No. 51,
C onsolidated F in a n cial Statem ents, as amended, and would amend
ARB No. 51 to extend its provisions to not-for-profit organiza
tions, among other accounting pronouncements. The proposed
statement would also supersede or amend other accounting pro
nouncements. A copy of the exposure draft can be downloaded at
the FASB Web site at www.rutgers.edu/Accounting/raw/fasb/
project/consol.html.
Proposed Statement o f Financial Accounting Standards on
Accounting for Transfers o f Financial Assets

In June 1999, the FASB issued an exposure draft of a proposed
Statem ent of Financial A ccounting Standards, A cco u n tin g f o r
Transfers o f F in a n cial Assets, an a m en d m en t o f FASB S tatem en t No.
125. This proposed Statement is a response to requests to recon
sider certain provisions of FASB Statement No. 125, A ccou n tin g
f o r Transfers a n d S ervicin g o f F in a n cial Assets a n d E xtinguishm ents
o f L iabilities. The proposed Statement would—
• Revise standards for transfers of financial assets by clarify
ing criteria and expanding guidance for determ ining
whether a transferor has relinquished control of assets and
the transfer is therefore accounted for as a sale.
• Revise standards for accounting for and disclosure about
collateral.
•

Require improved disclosure about securitizations.
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The proposed Statement would apply to all transfers of financial
assets occurring after December 31, 2000, applied prospectively.
Improved disclosure about securitizations would be required for
fiscal years ending after December 15, 2000.

ASB Exposure Drafts
Proposed Omnibus Statement on Auditing Standards

The ASB issued an exposure draft of a proposed SAS titled A udit
A djustm ents, R eportin g on C onsistency, a n d S ervice O rganizations
(O m n ib u s S ta tem en t on A u d itin g S tandards— 1999). The pro
posed SAS provides guidance to auditors in three areas:
1. M anagement’s responsibility for the disposition of finan
cial statement misstatements brought to its attention
2. Changes in the reporting entity that require a consistency
explanatory paragraph in the auditor’s report
3. Determining whether information about a service organi
zation’s controls is needed to plan the audit
Proposed Statement on Auditing Standards— Auditing Financial
Instruments

The ASB issued an exposure draft of a proposed SAS, A u ditin g
F in a n cia l Instrum ents. The proposed SAS would supersede SAS
No. 81, A uditing Investm ents (AICPA, P rofessional Standards, vol.
1, AU sec. 332), and provide updated guidance on planning and
performing auditing procedures for financial statement assertions
about financial instruments. The ASB also plans to issue a prac
tice aid to help auditors implement this proposed SAS.
Proposed Statement on Auditing Standards— Amendments to
SAS Nos. 61 and 71

The ASB issued an exposure draft of a proposed SAS, A m end
m ents to S ta tem en t on A u d itin g Standards No. 61, Com m unica
tion W ith A udit Com m ittees, and S ta tem en t on A u d itin g
Standards No. 71, Interim Financial Information.
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Proposed SOP on Certain Managed Care Arrangements
AcSEC’s Planning Subcommittee (PSC) revisited the status of the
managed care project in September 1999. The PSC considered
the progress to date and the general approach and concluded that
the project would not be successfully completed with the current
approach. Also, the PSC concluded that it was unlikely that an
alternative approach would be identified that would result in the
projects successful completion. Accordingly, the PSC decided to
terminate the project.

AICPA Audit and Accounting Literature
What other AICPA publications can be of value to auditors of health care
organizations?

Audit and Accounting Guide
The AICPA Audit and Accounting Guide H ealth C are O rgan i
z a tio n s (Product No. 0124 29kk) is available through the
AICPA’s loose-leaf subscription service. In the loose-leaf service,
conforming changes (those necessitated by the issuance of new
authoritative pronouncements) and other m inor changes that
do not require due process are incorporated periodically. Paper
back editions of Audit and Accounting Guides as they appear in
the service are printed annually. Copies m ay be obtained by
calling the AICPA Order Department (Member Satisfaction) at
(888) 777-7077 or faxing a request to (800) 362-5066.

Health Care Financial Reporting Checklist
The AICPA’s Accounting and Auditing Publications team has pub
lished a revised edition of Checklists a n d Illustrative F inancial State
m ents f o r H ealth Care O rganizations (Product No. 008739kk), a
nonauthoritative practice aid for preparers or reviewers of financial
statements of health care organizations. Copies may be obtained by
calling the AICPA Order Department (Member Satisfaction) at
(888) 777-7077 or faxing a request to (800) 362-5066.
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Technical Practice Aids Publication
AICPA T echnical P ra ctice Aids includes questions received by the
AICPA’s Technical Hotline on various subjects and the services
response to those questions. Section 6400 of T echn ical P ra ctice
A ids contains questions and answers specifically pertaining to
health care organizations. T echnical P ra ctice Aids is available both
as a subscription service (Product No. G01013kk) and in paper
back form (Product No. 005059kk). Copies may be obtained by
calling the AICPA Order Department (Member Satisfaction) at
(888) 777-7077 or faxing a request to (800) 362-5066.

National Health Care Conference
Each summer the AICPA and the Health Care Financial M an
agement Association cosponsor a National Health Care Confer
ence that is specifically designed to update auditors and health
care financial executives on significant accounting, legal, finan
cial, and tax developments affecting the health care industry. In
form ation on the conference m ay be obtained by calling the
AICPA CPE Conference Hotline at (888) 777-7077.

Continuing Professional Education
The AICPA offers the following grou p -stu d y courses:
• Advising Doctors on Practice-Related Agreements in a
Managed Care Environment
• Fraud in the Health Care Industry
• Health Care Industry and Medical Practice Valuation
• M anaged Care Issues Into the Next Century—W hat the
CPA Needs to Know
•

Optimizing Medicare Reimbursement for Skilled Nursing
Facilities

• Preparing the Medicare Cost Report for Skilled Nursing
Facilities
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The AICPA offers the following self-study courses:
• Doctors’ Practice-Related Agreements (No. 732041 kk)
• Fraud in the Health Care Industry: The Auditor’s Respon
sibilities Under SAS No. 82 (No. 735206kk)
•

Corporate C om pliance Plans for H ealthcare Providers:
M inim izing the Risk of Fraud (No. 73511 0 kk)

•

H ealth Care Industry and M edical Practice V aluation
(No. 730355kk)

•

Introduction to the Health Care Industry (No. 700463kk
[DOS 3.5] or No. 701746kk [Windows 3.5])

• Managed Care Issues Into the Next Century—W hat the
CPA Needs to Know (No. 730080kk [Text] or No.
738140CJ [CD])
• Meeting the Older Client’s Needs: Tax, Health Care, and
Asset Protection Planning (No. 732071kk)
• Medicare Payment Systems (No. 739025kk)

References for Additional Guidance
This Alert contains a listing of publications pertaining to health
care industry trends and statistics that may be of interest to audi
tors of health care organizations (see the table at the end of this
Alert titled “Information Sources”). The list is not all-inclusive
and is presented for informational purposes only. It is not to be
construed as an endorsement of any of the publications or organi
zations. M any nongovernment and some government publica
tions and services involve a charge or membership requirement.
Fax services allow users to follow voice cues and request selected
documents to be sent by fax machine. Some fax services require
the user to call from the handset of the fax machine; others allow
the user to call from any phone. Most fax services offer an index
document, which lists titles and other inform ation describing
available documents.
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M any private companies, professional associations, and govern
ment agencies allow users to read, copy, and exchange informa
tion electronically through the Internet’s World W ide Web.
Recorded announcements allow users to listen to announcements
about a variety of recent or scheduled actions or meetings.

This A udit Risk A lert replaces H ealth C are I n d u stry D ev elo p 
m ents— 1998/99.
Auditors should also be aware of the economic, regulatory, and
professional developments that m ay affect the audits they per
form, as described in the AICPA general A udit Risk A lert—
1999/2000 (Product No. 022250kk), which may be obtained by
calling the AICPA Order Department (Member Satisfaction) at
(888) 777-7077 or faxing a request to (800) 362-5066. Copies of
FASB and GASB publications referred to in this document may
be obtained directly from the FASB or GASB by calling the
FASB/GASB Order Department at (203) 847-0700, ext. 10.
Copies of federal documents referred to in this document are
available for sale from the Superintendent of Documents, U.S.
Government Printing Office, W ashington, DC 20401; order
desk telephone: (202) 783-3238; fax: (202) 512-2250.
The Audit Risk Alert H ealth Care Industry D evelopm ents is pub
lished annually. As you encounter audit or industry issues that
you believe warrant discussion in next year’s Alert, please feel free
to share them with us. Any other comments that you have about
the Alert would be appreciated. You may email these comments
to mkasica@aicpa.org or write to:
Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A

Applicable Authoritative Guidance
for Health Care Organizations
In recent years, the AICPA, the Financial Accounting Standards
Board (FASB), and the Governmental Accounting Standards
Board (GASB) have issued a number of documents that clarify
accounting and reporting requirements for governmental and
nongovernmental entities. This section summarizes these docu
ments and provides a roadmap to applicable guidance for various
accounting and reporting issues facing investor-owned, not-forprofit, and governmental health care organizations.
In January 1992, the AICPA issued Statement on Auditing Stan
dards (SAS) No. 69, The M ea n in g o f Present Fairly in Confor
m ity W ith G enerally Accepted Accounting Principles in th e
In d ep en d en t A uditors R eport (AICPA, P rofessional Standards, vol.
1, AU sec. 411), which redefined the GAAP hierarchy. SAS No.
69 describes the sources of established accounting principles for
governmental entities and nongovernmental entities and how
these sources relate to the new GAAP hierarchy.
In September 1993, the GASB issued Statem ent No. 20, A c
co u n tin g a n d F in a n cia l R ep ortin g f o r P rop rietary F unds a n d o th er
G o v ern m en ta l E n tities T hat Use P ro p rieta ry F u n d A cco u n tin g,
which clarifies how FASB Statements affect governmental enti
ties that use business-type accounting and financial reporting.
In all cases, governmental health care organizations are required
to follow GASB pronouncem ents unless excluded from the
scope of a particular pronouncement. GASB Statement No. 20
provides two alternatives for FASB pronouncements. Under the
first, governm ental health care organizations should apply
FASB pronouncements and those of its predecessors, such as
the A ccounting Principles Board (APB), issued through No
vember 30, 1989, unless those pronouncements conflict with or
contradict GASB pronouncements. Under the second alterna
tive, organizations m ay also elect to apply FASB pronounce
ments issued after that date, again, provided that they do not
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conflict w ith or contradict GASB pronouncements. Either al
ternative must be used consistently and disclosed in the sum
m ary of significant accounting policies note to the financial
statements.
An entity m eeting the definition of a governmental organiza
tion as defined in paragraph 1.02 of the AICPA Audit and Ac
counting G uide H ea lth C are O rga n iz a tio n s is subject to the
rules prom ulgated by the GASB. The following m atrix illu s
trates how an organizations classification as investor-owned,
not-for-profit, or governmental determines the appropriate au
thoritative guidance to be applied to various accounting and re
porting issues.

Area
Reporting
Entity

Contributions
and Financial
Statement
Display

Cash Flows

Not-for-Profit

Investor-Owned
APB Opinion 18,
The Equity M ethod o f
A ccounting fo r Invest
ments in Common Stock,
and FASB Statement
No. 94, Consolidation
o f All M ajority-O wned
Subsidiaries
FASB Statement No.
1 1 6 , A ccounting fo r
Contributions Received
and Contributions
M ade

AICPA Statement GASB Statement
of Position (SOP) No. 14
94-3, Reporting
o f Related Entities
by Not-for-Profit
Organizations

FASB Statement
No. 116 and FASB
Statement No. 117,
Financial State
ments o f Not-forProfit Organizations

FASB Statement
No. 95

FASB Statement
No. 95, Statement o f
Cash Flows
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Governmental

GASB Statement
No. 29, prohibits
following FASB
Statement Nos.
116 and 117;
National Council
Council on Gov
ernmental
Accounting
(NCGA) State
ment No. 2,
Grant, Entitle
ment and Shared
Revenue Account
ing by State and
Local Govern
ments
GASB Statement
No. 9

Area
Deposits with
Financial
Institutions

Investments

Operating
Leases
Prepaid
Healthcare
Arrangements
and SelfInsurance
Programs

Compensated
Absences

Debt
Refundings

Investor-Owned

Not-for-Profit

FASB Statement No.
105, Disclosure o f
Information about
Financial Instruments
with Off-Balance-Sheet
Risk and Financial
Instruments with
Concentrations o f
Credit Risk
FASB Statement No.
1 1 5 , A ccounting fo r
Certain Investments
in D ebt and Equity
Securities, and Audit
and Accounting Guide
Health Care Organiza
tions (the Guide),
chapter 4
FASB Statement No.
1 3 , A ccounting fo r
Leases
The Guide, chapters
8 and 14

FASB Statement No.
43, A ccounting fo r
Compensated Absences,
and FASB Statement
No. 112 , Employers’
A ccounting fo r Post
employment Benefits
APB Opinion 26, Early
Extinguishment o f
Debt, FASB Statement
No. 4, Reporting Gains

Governmental

FASB Statement
No. 105

GASB Statement
No. 3

FASB Statement
No. 124, Account
ing fo r Certain
Investments Held
by Not-for-Profit
Organizations,
and the Guide,
chapter 4

GASB Statement
No. 31; GASB
Statement No.
3; GASB State
ment No. 28
TB 94-1.

FASB Statement
No. 13

GASB Statement
No. 13

The Guide, chap
ters 8 and 14

GASB Statement
No. 10 as
amended by
GASB Statement
No. 30; the
Guide, chapter
14, if following
the “FASB
Option” pro
vided in para
graph 7 of GASB
Statement No. 20
GASB Statement
No. 16

FASB Statement
Nos. 43 and 112

APB Opinion 26
and FASB State
ment Nos. 4 and
125

GASB Statement
Nos. 7 and 23

(continued)
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Area

Pensions

Risks and
Uncertainties

Post Retirement
Benefits

Not-for-Profit

Investor-Owned

and Losses from
Extinguishment o f Debt,
and FASB Statement
No. 125, Accounting fo r
Transfers and Servicing
o f Financial Assets and
Extinguishments o f
Liabilities
FASB Statement
FASB Statement No.
No. 87
87, Employers' Ac
counting fo r Pensions,
and FASB Statement
No. 132, Employers’
Disclosures about
Pensions an d Other
Postretirement Benefits
AICPA SOP 94-6
AICPA SOP 94-6,
Disclosure o f Certain
Significant Risks and
Uncertainties
FASB Statement
FASB Statement No.
No. 106
106, Employers’Ac
counting fo r Postretire
m ent Benefits Other
Than Pensions, and
FASB Statement No.
132

Governmental

GASB Statement
No. 27

GASB Statement
Nos. 10 and 30

GASB Statement
No. 12 supple
mented by GASB
Statement No. 27

The A udit Risk Alert S tate a n d L oca l G o vern m en ta l D ev elo p 
m ents— 1999 includes a discussion of recently released GASB ac
counting pronouncements and projects, as well as valuable
information on current issues and audit risks facing governmen
tal organizations.
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APPENDIX B

Compliance Guidelines
Compliance Policies and Procedures
Compliance plans should require development and distribution
of w ritten com pliance policies, standards, and practices that
identify specific areas of risk and vulnerability for the organiza
tion covered under the plan, potentially including those listed
in the applicable Office of the Inspector General (OIG) compli
ance guidance. These policies, standards, and practices should
be given to all individuals whom they m ight affect, including
employees, independent contractors, and any other agents. The
organization should develop and distribute to all affected em
ployees w ritten standards of conduct (updated regularly) that
include a clear commitment to compliance by senior manage
m ent. These standards should emphasize the prevention of
fraud and abuse. Employees should be required to certify that
they read and understood the standards of conduct when they
are first hired and whenever a new standard is issued. In addi
tion to these general standards, a comprehensive set of policies
and procedures reflecting applicable legal requirements should
be established. The policies should be coordinated with appro
priate training and educational programs and emphasize issues
of special concern to the OIG. These issues will differ depend
ing upon the type of health care services being offered and the
nature of the organization providing them. A risk analysis iden
tifying and ranking compliance and business risks should serve
as the basis for the organization’s written policies. OIG compli
ance program guidance m ay include specific suggested provi
sions.

Compliance Officer and Compliance Committee
The organization should designate an individual of high in 
tegrity to serve as its compliance officer. He or she m ay have
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other responsibilities, and need not be a company employee, that
is, the compliance function can be outsourced. However, the in
dividual should be at a high level with access to the organizations
governing body, senior management, and legal counsel. The com
pliance officer should, among other things, oversee and monitor
implementation of the compliance program. The OIG also gen
erally recommends establishment of a compliance committee—
consisting of individuals with a variety of skills— to advise the
compliance officer and assist in the implementation of the com
pliance program.

Training and Education
On an annual basis, each employee should be required to attend
a general session on compliance, addressing federal and state legal
authorities, policies of private payers, corporate ethics, and the
organizations standards of conduct. Physicians, independent
contractors, and other agents of the organization should also at
tend. Participants should then be required to certify their knowl
edge and commitment to the organizations standards of conduct;
this written certification should be retained by the organization
for its employees and made part of its contract with consultants.
In addition to specifically identified risk areas, the educational
programs should address, where appropriate—
•

Government and private payer reimbursement principles.

•

General prohibitions on paying or receiving remuneration
for referrals.

•

Proper confirmation of diagnoses.

•

Claim s for physician services rendered by nonphysicians
(that is, the “incident to” rule and the physician physicalpresence requirement).

•

Prohibitions against signing a form for a physician without
the physician’s authorization, altering medical records, or
prescribing m edications and procedures w ithout proper
authorization.
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• Proper documentation of services rendered.
•

Duty to report misconduct.

Employees should be required to have a m inim um number of
hours of education each year. Periodic program s addressing
com pliance issues should be made available to employees, as
necessary.

Lines of Communication
Health care organizations should m aintain an open line of com
m unication between their employees and the compliance offi
cer. T his should perm it em ployees to seek clarification
regarding a com pany policy, practice, or procedure and to re
port fraud, waste, or abuse, including through use of hotlines,
email, written memoranda, and newsletters. Employees should
be permitted to report matters anonymously. W ritten confiden
tiality and nonretaliation policies should be developed and dis
tributed to encourage reporting. Reports that suggest
substantial violations of compliance policies, legal authorities,
or private payer requirements should be documented and inves
tigated promptly. The compliance officer should m aintain a log
of calls, the nature of the investigation, and its results. Informa
tion relating to reported incidents should be reported to the or
ganization’s governing body, ch ief executive officer, and
compliance committee. Based on the need to examine complex
issues on a case-by-case basis, the com pliance officer should
work closely with legal counsel.

Enforcement Standards
An effective compliance program should include guidelines ad
dressing disciplinary action for corporate officers, managers,
employees, physicians, and other health care professionals who
fail to com ply w ith the organization’s standards o f conduct,
policies and procedures, federal and state laws, or requirements
o f private payers, or who have engaged in w rongdoing that
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could im pair the organization’s status as an honest provider of
health care services. Intentional or reckless noncompliance should
result in significant sanctions. Disciplinary actions also may be ap
propriate, based on a reasonable employee’s failure to detect a viola
tion resulting from his or her negligence or recklessness.
Disciplinary guidelines should be consistently applied to employ
ees on all levels; officers, managers, supervisors, and health care
professionals should be held accountable for the foreseeable failure
of subordinates to comply with relevant rules and procedures.
H ealth care organizations should conduct a reasonable back
ground investigation of new employees who w ill have discre
tionary authority regarding legal com pliance or com pliance
oversight, including a reference check. Applicants should be re
quired to disclose any prior criminal conviction or exclusion ac
tion. Employment of individuals recently convicted of a criminal
offense related to health care or listed as debarred, excluded, or
otherwise ineligible for participation in a federal health program
should be prohibited. Employees should not have direct responsi
bility for or involvement in federal health care programs while
charges are pending against them.

Auditing and Monitoring
A successful com pliance program should include an ongoing
evaluation process that monitors the plan’s implementation and
reports to senior management on a regular basis. M any monitor
ing techniques are available, but regular, periodic compliance au
dits by internal or external auditors with expertise in federal and
state regulatory requirements are an effective way to promote and
ensure compliance. These audits should address compliance with
applicable legal requirements, particularly those that have been
the focus of government attention and areas of specific concern to
the particular health care organization. M onitoring techniques
may include sampling protocols that permit review of variations
from established baselines followed by prompt, corrective action
as appropriate, such as refund of overpayments.
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A health care organization should evaluate periodically whether
elements of its compliance program have been satisfied through
on-site visits, personnel interviews and questionnaires, review of
records supporting claims for payments, trend analyses to dis
cover deviations, testing billing staff, or other evaluation tech
niques. Compliance reports should address the need for specific
corrective actions and the implementation of corrective actions
previously identified as necessary. The health care organization
should document efforts to comply with various regulatory re
quirem ents, including requests for advice from a government
agency and its reasonable reliance on any such advice received.

Responding to Reported Offenses and Developing
Corrective Action Initiatives
The OIG emphasizes that “[d]etected but uncorrected miscon
duct can seriously endanger the mission, reputation, and legal
status” of the health care organization. Consequently, upon re
ceipt of any report or reasonable indication of suspected noncom pliance, the organization should determ ine w hether a
material violation of a law, regulation, or the compliance program
has occurred, and if so, correct the problem, including, as appro
priate, an immediate referral to law enforcement authorities, a
corrective action plan, a report to the government, and return of
any overpayments. If there is credible evidence of misconduct
which may be unlawful, the health care organization should re
port the misconduct to the appropriate government authority
within sixty days to “demonstrate [its] good faith and willingness
to work with governmental authorities to correct and remedy the
problem.”
Help Desk—The OIG's Web site contains the full text of all its
compliance program guidance as well as its semiannual reports
and work plans. The Web site can be located at
www.dhhs.gov/progorg/oig.
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